It is widely held that for tax reasons corporate shareholders are the only shareholders that prefer dividends to capital gains. This has led to clientele models where corporate blockholders migrate to firms paying dividends and use their voting power to increase dividends in these firms. We use panel data and trades of large blocks of stock to investigate these propositions. Although one-third of firms have corporate blockholders, we find no evidence that dividends are higher in these firms; that corporate blockholders are attracted to dividend-paying-firms; or that dividends increase after a corporation buys a large block of stock.
I. Introduction
Given that cash dividends are taxed more heavily than capital gains, it would seem that firms wishing to distribute funds to shareholders should repurchase stock rather than pay cash dividends. Yet many public corporations regularly pay taxable cash dividends. Over the years researchers have devoted considerable efforts to explaining what Black (1976) labels the "dividend puzzle."
But not all shareholders have a tax aversion to dividends. Indeed, corporations that own stock in other corporations are taxed at a lower rate on dividends than on capital gains. This unusual aspect of the tax code has led to general agreement that corporate shareholders, but only corporate shareholders, prefer dividends. Ross, Westerfield, and Jaffe, (2002, p. 517) , for instance, write that corporations prefer "high-payout stocks and … would prefer to invest in high-dividend stocks, even without a desire to resolve uncertainty or a preference for current income." Brealey and Myers (2000, p. 459) similarly write that "only corporations have a tax reason to prefer dividends."
The supposed preference of corporate shareholders for dividends has led to claims that the payment of dividends is driven in part as an effort to attract corporations as large shareholders. (Other general explanations for dividends include signaling considerations and agency issues.) For instance, Shleifer and Vishny (1986) model a large shareholder that monitors management to the benefit of all shareholders. There is a potential free-rider problem, however, because the large shareholder incurs all of the monitoring costs but reaps only part of the benefits. In their model dividends act as a side payment for these services if the large shareholder values the dividends more highly than small shareholders. Shleifer and Vishny do not test their model, but they note that large shareholders are often other corporations and thus would exhibit a tax preference for dividends. Allen, Bernardo, and Welch (2000) develop a related model in which some firms pay dividends to attract larger, better-informed shareholders. Like Shleifer and Vishny, their model is driven by the assumption that certain shareholders, including corporate shareholders, are not tax averse to dividends.
Allen and Michaely (forthcoming) develop a model based on the fact that individuals face higher taxes on dividends than on capital gains; tax-exempt institutions are indifferent between dividends and capital gains; and corporations prefer dividends over capital gains. Under these assumptions, an equilibrium evolves in which individuals hold low-dividend-paying stocks, institutions hold medium-dividend paying stocks, and corporations hold high-dividend-paying stocks.
All of these papers feature tax-based dividend clientele models. That is, large shareholders migrate to firms depending in part on whether the firms pay dividends.
There could, however, be a more direct explanation for dividends. Corporations that purchase a large block of stock can request, or demand if necessary, that management increase dividends. There is no need for corporate blockholders to migrate to highdividend-paying firms if they can implement such a policy directly. We call this the controlling shareholder view of dividends. 1 It is reflected in the fear that small (footnote continues next page …) 1 Although most research assumes that professional managers set dividend policy, Brennan and Thakor (1990) develop a model in which dividend policy is instead determined directly by shareholder vote. What we have labeled the controlling shareholder view of dividends fits within this spirit. Brennan and Thakor model uniformed investors who prefer dividends over capital gains. They do not extend their model to account for any "systematic differences [in tax situations] across small and large shareholders (p. 1016, footnote 31)." They note, however, that this is an extension of their model worthy of consideration. One example of the controlling shareholder view of corporate blockholders and dividends comes from one of our block-trade firms, Kleer-Vu Industries. The firm never paid a dividend for the thirty-four years during which its founder, Benjamin Osher, served as chief executive officer and owned 27% of the firm's common stock. Shortly after Mr. Osher sold his controlling block of stock to Dentitex International Corporation, however, Kleer-Vu initiated dividend payments and subsequently increased them in each of the two successive years. At the time of the dividend initiation and subsequent increases, Dentitex's representatives constituted a majority of the directors at Kleer-Vu. A second example of the controlling shareholder view of dividend policy involves one of our panel firms, Johns-Manville individual shareholders can be tax disadvantaged by the actions of large corporate shareholders. 2 We do not know, however, if there is an empirical foundation for the clientele models or for the claims that corporate blockholders cause relatively high dividends because to date there have been virtually no empirical investigations of corporate blockholders and dividends. As Allen and Michaely (forthcoming) write, "whether indeed large shareholders are attracted to firms that pay dividends … is an unresolved empirical issue that is worthy of pursuing." This is what we do in this paper.
We employ two distinct data sets to study the relation between corporate stock ownership and dividends. First, we use panel data on large-percentage block ownership and dividends at 317 randomly selected CRSP-and Compustat-listed corporations. We start to follow these firms in 1995 and revisit them in 1998 and 2001. We find that although approximately one-third of these firms have corporate blockholders, there is little evidence that dividends are higher at these firms.
Our second data set consists of 189 trades of large-percentage blocks of common stock between 1978 and 1997. We focus on those trades in which the block sellers are individuals and the block purchasers are corporations because the sellers should have a tax aversion to dividends (individuals face higher taxes on dividends than on capital gains) while the purchasers should have a tax preference for dividends. These trades appear to constitute a natural experiment to test the controlling shareholder view of dividends. Because we are examining the same firm before and after a block trade, we Corporation. Johns-Manville declared bankruptcy because of many lawsuits from asbestos claims. Part of the bankruptcy reorganization was that a trust, the Manville Trust, was awarded 50% of the company's common stock. The Trust was to pay workers with valid asbestos claims. Eventually, the Trust came to own 80% of Johns-Manville's common stock. In spite of this controlling ownership interest, press reports were that the company's chief executive officer "rebuffed" the Trust's efforts to influence financial policy. The Trust removed this CEO and installed one of its choosing. Nevertheless, "the conflicts continued. In 1996, at the behest of the Trust, the company began paying a dividend; managers would have preferred to use the cash for capital investments. At one point [the new CEO] asked the four trustees on [the company's] board to resign; they refused." (New York Times, April 29, 2001) should control for most of the other theoretical determinants of dividend policy. If large shareholders' tax preferences are a significant determinant of dividend policy, we would predict an increase in dividends following the purchase of a large-percentage block by a corporation from an individual.
We find no evidence that corporate block purchasers increase dividends. The dividend changes that transpire after a block trade are typically small, lack statistical significance, and sometimes move in the opposite direction from what is predicted. In addition, we are unable to find any systematic evidence that corporations purchase blocks in higher-dividend paying firms or that they sell blocks in lower-dividend paying firms.
Our empirical findings lead us to conclude that if large corporate shareholders are attracted to firms with particular dividend policies or if they influence dividend policy directly, the effect is small. Dividend policy appears, at best, to be a secondary consideration in the inter-corporate investment decision.
Our findings have three broad implications. First, they call into question the dividend clientele models that are based on the tax preference of corporate shareholders for dividends. Second, they allay the fear that corporate blockholders will use their voting power to institute dividends policies that can be tax disadvantageous for other types of shareholders. Third, our findings suggest that dividend policy plays little role in inter-corporate investments.
The paper is organized as follows. Section II starts with a brief overview of the tax treatment of dividends for corporate shareholders. We then document the freedom directors have under both state corporate laws and federal tax law to set dividend policy. Finally, we summarize what little empirical research exists on corporate shareholders and dividends. Section III starts with a cross sectional analysis of our 1995 data, the first year of our panel data. We then analyze all three years of the data in a series of panel regressions. Section IV investigates if dividend policy changes after a corporation buys a large block of stock from an individual. We also investigate if a firm's dividend policy influences what type of shareholder buys or sells an existing block of stock. A brief conclusion follows.
II. Background
A. Dividends, Taxes, and Corporate Shareholders
The Internal Revenue Code has long differentiated between dividends received by individuals and dividends received by corporations. Individuals must report any dividends they receive as ordinary income and pay taxes on them at their full marginal tax rate. The total marginal tax rate (including state, federal, and Medicare taxes), while fluctuating over the years, now stands close to fifty percent for high-income individuals living in high-tax states, such as California or New York.
Corporate shareholders, in contrast, are allowed to deduct from their taxable income at least 70% of any dividends they receive. If a corporation owns 20% or more of the common stock of the distributing company, the dividend deduction increases to 80%. When a corporation owns at least 80% of the stock of another corporation, the dividend deduction is total. 3 Although corporations receive preferential treatment on dividends, any capital gains they realize from the sale of stock are fully taxed. Thus, corporations are taxed at a rate of approximately 35% on capital gains but only 10.5%
(that is, 35% times 0.30) on dividends. 4 It is this difference that drives the clientele models and the controlling shareholder view of corporate blockholders and dividends which concern us in this paper.
B. The Law on Dividends and Controlling Shareholders
Directors have wide latitude in setting dividend policy; courts will over-rule these decisions only when there has been a clear abuse of discretion. A review of the case law shows that this is seldom done, especially with publicly held corporations. 5 Dividend decisions, as with many management decisions, are protected by the Business Judgment Rule.
The Internal Revenue Code likewise appears to give wide latitude to directors in setting dividend policy, again especially with publicly held companies. Although in theory the Internal Revenue Service may attack a firm's unreasonable accumulated earnings, stock repurchases, or high salaries as constructive dividends, in practice with public corporations they seldom do so. And we know of no provision of the Internal Revenue Code that constrains the payment of dividends by public corporations.
Thus, the way would seem to be open from a legal perspective for controlling shareholders to use their voting power to institute a dividend policy that is tailored to their own tax situation even if this harms other shareholders. The way would also seem to be open for managers to institute a dividend policy to attract a certain type of shareholder. Thus, there appear to be no serious legal impediments to either the taxbased dividend clientele models or to the controlling shareholder view of dividends.
C. The Empirical Literature on Dividends and Corporate Shareholders
A substantial body of research addresses the relation between the tax code, dividend policy, and ownership structure. Little of this research, however, concerns corporate shareholders. None of it addresses the specific tax provisions that concern us. For instance, several papers study the relation between institutional stock ownership and dividend policy. 6 But this situation is different from our situation, in several dimensions. Institutions are either tax averse or tax neutral toward dividends, depending on the tax situation of their beneficiaries; corporate shareholders, in contrast, 5 See generally Henn and Alexander (1983) pp. 913-918. 6 The evidence suggests that although institutional shareholders may be attracted to firms that pay dividends, there is no evidence that dividends are higher when institutional ownership is high or that institutions are attracted to firms with higher dividends. Grinstein and Michaely (2003) ; Hotchkiss and Lawrence (2002); and Jain (1999 There are other papers that address the relation between managerial stock ownership and dividend policy. 7 But here again there are difference with the situation we are addressing. The most salient difference is that individuals, whether managers or not, are tax averse to dividends; corporations have the opposite preference.
We know of only two papers that present data on corporate shareholders and dividends. Neither paper addresses the potential tax effects that concern us here. Holderness and Sheehan (2000) study organizational and legal constraints on majority shareholders at 114 publicly traded corporation. As part of their analysis, they look at dividend policy on the theory that high payouts to shareholders may increase the probability of external financing, which in turn could trigger monitoring of a majority shareholder. They find that dividend yields are lower in firms with corporate majority shareholders than in paired firms with diffuse ownership. This result runs counter to the hypothesized preference of corporate shareholders for dividends. On the other hand, average (but not median) dividend payout ratios are higher in the corporate majority shareholder firms than in the paired diffusely held firms, which is consistent with the hypothesized preference of corporate shareholders for dividends. None of the differences between the corporate majority shareholder firms and their paired firms are statistically significant, however. Holderness and Sheehan do not study shareholders who own large but less-than-majority blocks of stock. Eckbo and Verma (1994) study dividend policies at Canadian corporations. They document that dividends typically are not paid when individual owner-managers, 7 There is some evidence of an inverse relation between managerial stock ownership and dividends. Jensen, Solberg, and Zorn (1992) ; Agrawal and Jayoraman (1994); and Perez-Gonzalez (2002 consequently we use them. We were able to obtain from LaserDisclosure or from the Internet, primarily the SEC's Edgar database and Lexis-Nexis's EdgarPlus database, proxies for 317 of the 336 firms. These 317 firms constitute the sample for this part of the We collect a variety of ownership data from the proxies, including the stock ownership of the chief executive officer, the stock ownership of the board of directors, the stock ownership of all shareholders who own at least 5% of the common stock ("blockholders"), the number of identified representatives each blockholder has on the board, and the type of blockholder. 8 The type of blockholder obviously is central to the inquiry at hand. We classify as corporate shareholders publicly traded corporations, including insurance companies and banks, as they may exclude from their taxable income at least 70% of any dividends. We also include private corporations when press reports indicate that the corporation is an operating corporation, as opposed to an investment vehicle. Thus, if Cargill, the large but privately held Minneapolis-based grain dealer, were one of our blockholders, we would classify it as corporate because Cargill is an operating corporation. As such, it is able under the IRC to exclude from its tax return at least 70% of any dividends it receives.
On the other hand, private investment vehicles, including Chapter S corporations, are not classified as corporations because under the IRC any dividends they receive must be passed through each year to their shareholders who, in turn, pay taxes on the dividends at their full marginal tax rate. By the same reasoning, we also do not classify mutual funds (either private or public) as corporate, but instead put them into a separate category.
The Extent of Corporate Block Ownership. One hundred and two (102) of our 317 sample firms (32%) have at least one corporate blockholder which owns at least 5% of the stock. There are 132 different corporate blocks in our sample, with some firms having more than one corporate blockholder. The aggregate stockholdings of all corporate blockholders within a given firm when the firm has at least one corporate blockholder average 17.2% (median 9.7%). These data are plotted in Figure 1a . In 54 of these firms (17% of the total sample), the largest blockholder is a corporation. In these cases the average size of the block is 28.9% (median 18.2%). These data are plotted in Figure 1b .
Figure 1 goes here
We draw three conclusions from these summary statistics, which to our knowledge are the first reported data on the extent of corporate block ownership among publicly traded firms. 9 First, corporate block ownership is more than a curious anomaly.
Approximately one-third of all public firms have at least one corporate shareholder that owns at least 5% of the common stock. Second, there is at least the start of an empirical foundation for the clientele models and for the controlling shareholder view of corporate blockholders and dividends. About one third of all firms have corporate blockholders and about one-third of all firms pay dividends. Third, there is no clustering of corporate ownership above 20% (which would increase the dividend exclusion from 70% to 80%), at 50.1% (which would give absolute voting control and the power to unilaterally set dividend policy), or above 80% (which would make the dividend exclusion total and allow consolidation of income tax returns).
B. Summary Statistics on Dividend Policy
Throughout the paper we use three measures of a firm's dividend policy: dividend yield, dividend payout, and dividends scaled by assets. All three measures have been The first two measures arguably look at dividend policy from the perspective of investors. The third measure takes more of a managerial perspective. We say this because book value of assets typically is more stable than either stock price (the denominator in the first measure of dividend policy) or net income (the denominator in the second measure). Thus, changes in dividends scaled by assets typically result from a change in the payment of dividends, a managerial decision. 11 Table 1 contains summary statistics on dividends for our sample firms in 1995. The top part of the table divides the sample into those firms having at least one corporate blockholder (102 firms) and those firms having no corporate blockholders (the rest of 10 See, for instance, Fama and French (2001) . the sample, with some firms having different types of blockholders and some firms having no blockholders). The bottom part of the table divides the sample into those firms in which the largest shareholder is a corporation (54 firms) and all remaining sample firms (some of which have other types of largest shareholders and some of which have no blockholders). Table 1 also reports the p-values of difference in means tests and rank-sum tests between the various sub-samples.
Table 1 goes here
There is little evidence in Table 1 that dividends are higher when firms have corporate blockholders. Most of the differences are insignificant; those that are significant are as likely to be inconsistent with the clientele models and controlling shareholder views as they are to be consistent with them. Table 1 , however, does not account for the fractional size of any corporate blocks.
Perhaps, for instance, 7% ownership does not give a blockholder the power to influence dividend policy but 30% ownership does. Accordingly, in Figure 2a we plot the relation between aggregate corporate ownership, that is the sum of all 5% or larger corporateowned blocks within a firm, and dividend yield. In Figure 2b we plot the relation between aggregate corporate ownership and dividend payout, and in Figure 2C we plot the relation between aggregate corporate ownership and dividends scaled by assets. In each figure, we also plot the regression line from a simple regression of dividend policy (however measured) on aggregate corporate ownership. As with Table 1 , the three figures offer no evidence that dividends are higher as the voting power of corporate blockholders increase. The three regression lines are virtually flat. The rest of the paper consists of a series of investigations, using a variety of data, to determine whether there is a relation, albeit perhaps subtle, between corporate block ownership and dividend policy.
Figure 2 goes here C. Multiple Regression
We now turn to multiple regressions in an attempt to control for factors other than corporate block ownership that the existing research suggests affects dividend policy (see generally Fama and French 2001) . To control for firm size, we use the natural log of the book value of a firm's assets. To control for investment opportunities, we use market-to-book ratio. To control for firm profitability (in those regressions in which the dependent variable does not already incorporate profitability), we use earnings before interest, taxes, and depreciation (Ebitda) scaled by the book value of a firm's assets. We control for firm age as it appears that younger firms are less likely to pay dividends than are older firms. 12 To control for industry effects, we use the Fama-French classification of 38 industries. 13 Finally, we control for individual block ownership, specifically the aggregate ownership of all individual blockholders plus the individual (as opposed to corporate or trust) stock ownership of directors and officers. Some research suggests that dividends tend to be lower when managers have large percentage stockholdings. 14 This is usually interpreted as reflecting the tax preference of individuals for capital gains over dividends, the opposite preference from that which is hypothesized for corporate blockholders.
In Table 2 we use four measures of dividend policy as the dependent variable in a series of regressions. In the first two regressions, we use a dummy variable that equals one if a firm pays dividends and zero otherwise (logit regressions). In regressions three and four we use dividend yield as the dependent variable. In regressions five and six we use dividend payout as the dependent variable. In the last two regressions, we use 12 Year of incorporation comes primarily from the Mergent On-Line Data Base. When that source does not have the information, we determine year of incorporation from the firm's web site or from LexisNexis and Dow Jones text searches.
13 http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/Data_Library/det_38_ind_port.html.
14 See Jensen, Solberg, and Zorn (1992) and Agrawal and Jayaraman (1994) . dividends scaled by assets as the dependent variable. With each dependent variable, we start with a simple regression using only aggregate corporate stock ownership, and we then move to a regression that incorporates the above-discussed control variables. Table 2 . First, the control variables often have the same sign as other researchers have found and are often significant. Dividends appear to increase with firm size, firm age, and in some specifications with firm profitability.
These regularities suggest that our findings may be representative of a broader group of firms and time periods.
The findings in Table 2 , on the other hand, offer little support for either the clientele or controlling shareholder views of dividends. The sign of the coefficient for corporate ownership varies with the specification and is never statistically significant.
Furthermore, the magnitude of the coefficient for corporate block ownership is of questionable economic significance. Consider Regression 4. The coefficient on the relation between the aggregate ownership of corporate blockholders within a firm and dividend yield is 0.0001. Thus, if corporate block ownership in a firm went from (say) 5% to 30%, we would expect the firm's dividend yield to increase by 0.0025 (say from 1% to 1.25%). Such an effect seems too small to be the driving force behind the clientele models and controlling shareholder views that concern us. The same thing can be said of the size of coefficient on corporate ownership in the other Table 2 regressions.
D. Regression Checks
Robust Regression Methods. To further investigate the results in Table 2 , we conducted several investigations. First, we reran the regressions using robust regression methods that do not assume normal, independent, and identically distributed error terms. 15 When we use quantile or median regressions (also known as least absolute value or minimum norm regressions), which should be better able to deal with our skewed data, the coefficient for corporate ownership in each former OLS regression in Table 2 becomes zero and has a p-value of 1.00. Other robust regression methods yield similar weak results.
Outliers. The OLS results of Table 2 (especially Regressions 4-8) are unduly influenced by one outlier with unusual facts, Hallwood Energy. 16 In Regression 4, for example, Hallwood's residual is 14 standard deviations above the average residual. (Its residual is 0.29; the next largest residual is 0.07). If the dividend payment of Hallwood is set to zero, which it was from its incorporation until the directors declared a special dividend in 1994, or if the observation is dropped, the coefficients on corporate ownership in both Regressions 4 and 8 turn negative (and remain insignificant).
Turning to outliers more broadly, when the outliers of each dependent variable are winsorized at the 5% and 95% level, the coefficients on corporate ownership in all six 15 The OLS regressions in Table 2 produce heavy-tailed error distributions. A normal (Gaussian) distribution has skewness of 0 and kurtosis of 3. The skewness of the residuals of Regression 6 in Table 2 , for instance, is 7.93 and its kurtosis is 97.7. A skewness-kurtosis test clearly rejects normality for these residuals. 16 Hallwood Energy had never paid a dividend from when it went public in 1990 until 1994 (the year of our regressions) even though throughout this period it had a corporate large-block shareholder. The firm finally paid a dividend in 1994, but at the time "the board of directors [announced] that it has no current intention to adopt a policy of regular dividends, but it may consider from time to time, additional special dividends." Hallwood Energy Corporation, Press Release, February 19, 1994 (Lexis-Nexis) . In fact, the board declared several subsequent "special" dividends, each time announcing that it "has no current attention to adopt a policy of regular dividends." See, for instance, Hallwood Energy Corporation Press Release, July 29, 1994 (Lexis-Nexis). In any event, the result was that in 1994 Hallwood had a dividend yield (annual dividends per share divided by the end-of-year stock price) of 0.29. The next highest dividend yield in our sample is 0.08. During this period Hallwood had a complex ownership structure. In March, 1994 Hallwood Group Incorporation ("Group"), an exchange-listed corporation, owned 49% of Hallwood Energy ("Energy"). Interestingly, at this time Energy owned 14% of Group (in other words, there was cross ownership). In 1995 Energy announced that it planned to purchase on the open market additional stock of Group. In the same year, Group announced that it would purchase on the open market stock of Energy. The stated purpose of the later action was to be able to consolidate for tax purposes. Group's ownership of Energy increased steadily over this period. In October, 1996, Group, which at the time owned 82% of Energy, announced a tender offer for the remaining shares in Energy. This effort was successful, and the merger took effect late in 1996. Different measures for variables. We also reran our Table 2 regressions using a variety of different measures for both the dependent and the independent variables. As alternative measures of corporate block ownership, we used a dummy variable that takes a value of one when the largest block in a firm is owned by a corporation and zero otherwise. We also interacted this dummy variable with the percentage holdings of the largest corporate blockholder (Figure 1b) . Finally, we used a dummy variable that takes a value of one when the firm has any corporate blockholders and zero otherwise.
Turning to the independent variables, for firm size instead of log of book value we used log of market value of equity and log of sales. For growth opportunities, instead of market-to-book ratio we used the compounded three-year growth rate in sales and the three-year growth rate in assets. For firm profitability, instead of Ebitda scaled by firm assets we used Ebitda scaled by firm sales and rate of return on assets (ROA, net income divided by assets). For firm age, instead of the number of years since incorporation we used the log of the number of years since incorporation.
In the many regressions we ran, the basic results remained the same. The sign on the coefficient for corporate ownership changes with the specification. In most specifications, it is statistically insignificant. In a few specifications, it is negative and significant, implying that dividends are lower in the presence of large corporate shareholders. In no specification involving multiple independent variables, however, is the coefficient on corporate ownership positive and significant (p-value of 0.10 or less). 17 It is possible that the lack of robust results could be due to both dividend policy and blockholder ownership being jointly determined by other, omitted variables. Such endogeneity of block ownership would result in biased coefficients in the ordinary least squares regressions found in Table 2 and elsewhere in the paper. Although this scenario can not be ruled out, the inconsistent pattern of results we have found, in which sometimes the coefficient on block ownership is positive and sometimes negative, suggests that if there is a bias at least it is not consistently observed. First, we replicate all of the summary statistics in Table 1 In a similar spirit, we replicate in Table 4 the eight regressions of Table 2 We also conducted the same robustness tests we did earlier on the paper on the 1998 data, the 2001 data, and the pooled data. Specifically, we used different specifications for the dependent and independent variables; we winsorized the dependent variable; and we used alternative regression methods that are better able to deal with skewed data. In the many investigations that ensued, we found no support for either the clientele or controlling shareholder theories. In the majority of the analyses, the coefficient for corporate block ownership was insignificant. In a modest number of analyses, the coefficient was at least marginally significant (p-value of 0.20 or less). In all such instances, the coefficient was negative. In not one specification using the 1998, 2001, or pooled data was the coefficient for corporate block ownership positive with a p-value of 0.20 or less. The coefficient for corporate block ownership was negative more often than it was positive.
Panel Regressions. Next we conduct panel regressions using all of our data with fixed-effects within firms. We continue to use the same three measures for dividend policy. We use those independent variables from Table 2 that change over time.
Consequently, we do not use firm age or industry classification as those variables stay constant over time for a given firm and are thus subsumed within the firm fixed effect.
The results are presented in Table 5 .
Table 5 goes here
There is no support in the panel regressions for the proposition that higher corporate stock ownership is associated with higher dividends. In fact, the coefficient for corporate ownership is negative in all six specifications. These coefficients, however, are insignificant as are most of the coefficients in the table. This is consistent with the finding, first documented by Lintner (1956) , that firms slowly adjust their dividends over time.
We ran the same panel regressions using random effects instead of firm fixed effects. In the random effects regressions we used all of the independent variables found in Table 2 including firm age. (We were unable to run these regressions with industry effects.) The coefficients on corporate block ownership were always insignificant and usually negative. In each instance, we conducted a Hausman (1978) specification test. Generally, they indicate that there is no significant difference between the fixed-effects and the random-effects coefficients. Normally, this would lead one to stress the random effect results. We choose not to do so because the assumption of the random effects model that the errors are uncorrelated with the independent variables are unlikely to be satisfied here. We know from Lintner (1956) and others that dividend policy is set firm-by-firm and that firms change dividends slowly over time. In any event, the results from the random effects model are qualitatively consistent with the results from the fixed effects model. Neither suggests that increases in corporate stock ownership are associated with increases in dividends.
IV. Block-Trade Analysis
We turn now to a completely different way to investigate the relation between corporate blockholders and dividend policy-by analyzing trades of large-percentage blocks of stock in which one of the trading parties is a corporation and the other is an individual. We focus on large-percentage blocks of stock because such blocks should their give their owners the voting power to influence dividend policy. We focus on block trades in which one of the trading parties is a corporation and the other is an individual because they have opposite tax preferences for cash dividends. Thus, if a dominant blockholder's tax situation affects dividend policy, we should observe a change in dividend policy following such trades.
One of the advantages of this approach is that we examine the same firm before and after it changes from a corporate to an individual blockholder or vice versa; this helps to control for omitted firm-specific factors that affect dividend policy. Thus, in contrast to our panel data analysis, our block trade analysis is more of a natural experiment into the relation between corporate shareholders and dividend policy.
A. Block-Trade Sample
We generated a sample of block-trades by examining each entry of The Wall Street Journal Corporate Index for 1978 through 1997 and searching for transactions that satisfied several criteria. First, there had to be a trade of at least 5% of the outstanding common stock of a company. (These trades do not directly involve the company; no proceeds flow to the company. These are not private placements or seasoned equity offerings.) Second, the number of shares in the block could be found in The Wall Street Journal, the Lexis-Nexis computer database, or from documents obtained through Disclosure, Inc., typically SEC form 13d filed by either the block purchaser or the block seller. This information was needed to confirm that the trade meets the 5% threshold, at which point public filing is legally mandated. Third, we needed dividend data from either CRSP or Compustat for the year of the trade as well as the year before and after the trade. This effectively excluded block trades that were the first step of a full acquisition of the firm.[CS2] Using these criteria, we generated a sample of 189 block trades. Our next step was to classify the block buyers and sellers as corporate, individual, or other. Here we employed the same criteria used to classify blockholders earlier in the paper. Finally, we split our block trades into three sub-samples: Increase, Decrease, and Table 6 reports summary statistics about the block trades and the firms' dividend policy before and after the trades. We see that the blocks are substantial, averaging 27% of shares outstanding. With blocks of this size, buyers should have the voting power to shape dividend policy to fit their own tax situation. Nevertheless, it is hard to discern a change in the two-year averages of dividend policy before and after the block trades.
B. Two-Year Changes in Dividend Policy Following Block Trades

Table 6 goes here
Consider the Increase Sub-Sample, which is our primary focus because it consists of trades in which the block seller is an individual and the block buyer is a corporation and because it has a sufficient number of observations to draw meaningful observations. The average size of the traded block is 28%, presumably sufficient to enable the corporate purchasers to influence dividend policy. About half of these firms were paying dividends prior to the trade, so there appears to be ample opportunity for a block purchaser to increase dividends. 18 Nonetheless, no firms initiated dividends after the arrival of a corporate blockholder, while eight such firms halted dividends.
Moreover, all of the p-values with the Increase Sub-Sample are either insignificant or go in the opposite direction predicted by the controlling shareholder view of dividends.
The Decrease Sub-Sample at best lends weak support to the proposition that individual blockholders decrease dividends upon their arrival. This conclusion, however, must be tempered by the fact that there are only fifteen observations. A further test of the controlling shareholder theory asks whether dividends move in the expected way following a block trade. To test this theory we look at the unconditional probabilities versus the conditional probabilities. The unconditional probability of an increase in dividends following a block trade is 0.15. If we condition on the block buyer being a corporation, the probability of a dividend increase is only 0.16. Similarly, the unconditional probability of a decrease in dividends following a trade is 0.22; the probability of a decrease conditional on an individual buyer is only 0.10. In all cases, the conditional probability is either insignificantly different from the unconditional probability or goes in the opposite direction predicted by the controlling shareholder theory.
The above data encompasses twenty years and for each block trade we examine dividends over a five-year span. Fama and French (2001) document that dividends have decreased over the past twenty years. To determine whether our results are affected by this general decline in dividends, we replicated all of our analyses (not just those in Table 4 ) with an adjusted measures of dividend policy, a difference-in-difference approach. To do this, for each year of our sample we divided all active Compustat firms into five equal-sized groups based on total asset value. We then determined the median dividend yield, the median dividend payout, and the median dividends scaled by assets for each quintile. Then we placed each of our block-trade firms into the appropriate size quintile for each year studied, which is the year of the block trade, the two years before, and the two years following the trade. Finally, we subtracted the appropriate median figure from the block-trade firm's dividend yield and dividend payout. The results from a wide range of analyses were qualitatively the same as the results using the raw, unadjusted variables. We report the unadjusted results because they are easier to interpret.
C. Annual Changes in Dividend Policy Following Block Trades
It is possible that the two-year averages of the dividend policy measures before the 
Figures 3-5 go here
Using both a standard analysis of variance test (F-statistic) and a nonparametric Kruskal-Wallis test, we test whether there are any differences across the years. We fail to find any statistically significant differences. We replicate these analyses using the quintile-adjusted data described above, and, again, we find no statistically significant differences.
D. Panel Data Regressions
By examining the same firm before and after it switches dominant shareholders with opposite tax preferences for dividends, we should be controlling for most of the other determinants of dividend policy. It is possible, however, that some of these other determinants are changing at the same time that the blockholder is changing. For instance, assume that corporate blockholders systematically buy blocks in firms with increasing profits, perhaps because of greater opportunities for cooperation perhaps because of greater private benefits for the managers of the blockholder. If dividends subsequently increase at the partially owned subsidiary, it might have little to do with the tax status of the new blockholder but instead result from the increased profits. We address such possibilities through panel data analysis.
We alternatively regress each of our three measures of dividend policy on firm size, return on assets, and q-ratio. We use the same definitions for these control variables as earlier in the paper. To test for whether the new blockholder changes the dividend variables in response to the difference in tax status, we specify dummy variables. The Increase Dummy variable takes the value of one if the new blockholder is a corporation and the old blockholder was an individual. Similarly, the Decrease Dummy variable assumes the value of one if the block passed from a corporation to an individual.
Because the no change in blockholder tax status constitutes the base case, we would expect the coefficient on the Increase dummy to be positive and the coefficient on the Decrease Dummy to be negative.
Table 7 goes here
The Table 7 panel regressions can be easily summarized by noting that the Increase and Decrease dummy variables are insignificant in every case but one. The Increase dummy, which is our primary focus, has the opposite sign as far as the controlling shareholder theory of dividend policy is concerned in one regression, and it is insignificant in all three regressions. The Decrease dummy has the predicted sign in two of the three regressions, but it is significant in only one of them. In this last instance, it implies a change in dividend yield in the third decimal place. Thus, its economic significance is doubtful.
V. Conclusion
Among all shareholders, only corporate shareholders have a tax preference for cash dividends. Any dividends they receive are at most only partially taxed, while any capital gains they receive are always fully tax. In contrast, most other types of shareholders, in particular individual shareholders, incur a tax penalty for cash dividends.
This tax preference of corporate shareholders has long been noted and serves as the foundation for several models that attempt to explain the payment of dividends as an effort by management to attract corporations as large shareholders. This tax preference of corporate shareholders has also led to concerns that corporate blockholders might use their voting power to impose dividend policies that will be tax disadvantageous for other types of shareholders.
In this paper we empirically investigate the relationship between corporate stock ownership and dividend policy. We document that approximately one-third of public corporations have other corporations as large shareholders. Although we conduct a wide range of investigations using two distinct data sets, surprisingly we find virtually no relation between corporate large-block ownership and dividend policy. Dividends do not appear to be higher when corporations own large blocks of stock. Similarly, corporations do not appear to target their block investments in firms with higher dividends. And when a corporation does buy a large block of stock from another shareholder, even when that shareholder is an individual and thus presumably has a different tax preference for dividends, we can detect no systematic significant change in dividend policy. These findings lead us to conclude that if corporate blockholders influence dividend policy or if corporate blockholders are attracted to firms with certain dividend policies, the effect is not great.
Although our findings are inconsistent with the textbook discussions of dividends and corporate shareholders and with analyses that build upon those factors, our findings are consistent with what financial managers claim they do. Brav, Graham, Harvey, Michaely (2003) report that top financial managers of public corporations claim they do not consider the tax situation of large shareholders when setting dividend policy. The managers also claim that they do not set dividend policy to attract certain types of large shareholders. Our findings are consistent with these claims.
Several unanswered questions are raised by our findings. All are promising avenues for future research. Why are corporate blockholders apparently indifferent toward the dividend policy of firms they invest in? Does it reflect agency problems at the blockholder firm itself? Or do other benefits of inter-corporate investments dominate any costs of a tax-disadvantageous dividend policy? The biggest unanswered question remains the one that has long perplexed financial economists: Why do so many firms pay cash dividends given the current tax code? Our evidence suggests that the answer to this question does not lay with the unusual provision of the tax code that makes cash dividends preferable for corporate shareholders. The solution to the dividend puzzle must rest elsewhere. Percent ownership of the common stock of the largest shareholder within a firm when that shareholder is a corporation and it owns at least 5% of the common stock. There are 54 such shareholders and firms represented. These firms come from a random sample of 317 publicly traded firms. (The other 263 firms in the sample either have no blockholders or the largest blockholder is not a corporation. These firms consequently are not included in this figure. ) Data from annual proxy statements. 1994-1995. Table 1 Descriptive statistics on the payment of cash dividends in a sample of randomly chosen public firms. Dividend yield is a firm's annual cash dividends per share (Compustat annual data item 26) divided by its end-of-year stock price (Compustat annual data item 199). Dividend payout is a firm's total annual cash dividends (Compustat annual data item 21)[cgh3] divided by its net income before extraordinary items (Compustat annual data item 18). Dividends/Assets is annual dividends divided by the book value of assets (Compustat annual data item 6). Firms with corporate blockholders are those sample firms in which at least one corporate shareholder owns at least 5% of the common stock. Firms with corporate shareholders as the largest blockholder are those sample firms in which the owner of the largest 5% or great block of common stock is a corporation. Ownership data is from early 1995 and late 1994 and comes from annual proxy statements. Financial data is from 1994 and comes from Compustat and CRSP. The first p-value for each comparison is for a Wilcoxon rank-sum test (Mann-Whitney test) testing whether the observations are drawn from unmatched populations with the same distributions. The p-values are either for difference in means tests or for Wilcoxon rank-sum tests (Mann-Whitney tests) testing whether the observations are drawn from unmatched populations with the same distributions. 
Firm Has Corporate Blockholder All Other Sample Firms
Year relative to event
Dividends/Assets, dividend payout, and dividend yield for firms with a corporate buyer of the block. The "Increase Sample" involves those trades in which the block seller is an individual, and thus should be averse to cash dividends, and the block buyer is a corporation, and should thus favor cash dividends-hence dividends should increase following such trades. 
Ye a r r e l a t i v e t o e v e nt
Dividends/Assets, dividend payout, and dividend yield for firms with a individual buyer of the block. The "Decrease Sample" involves those trades in which the block seller is a corporation and the block buyer is an individual, hence dividends should decrease following such trades. 
Year relative to event
Dividends/Assets, dividend payout, and dividend yield for firms with no change in the type of buyer of the block. The "No Change Sample" involves those trades in which the block seller is the same type of entity as the block buyer, hence dividends should not change following such trades.
Table 7
Panel regressions of the dividend policy at 189 firms that are the subject of trades of large-percentage blocks of common stock between 1978 and 1997. The dependent variable in the first regression is Dividends/Assets which is a firm's total gross dividends (Compustat annual data item 21)[cgh11] divided by the book value of its assets (Compustat annual data item 6).
[cgh12] The dependent variable in the second regression is a firm's total gross dividends divided by its accounting income before extraordinary items (Compustat annual data item 18) ("Dividend Payout").The dependent variable in the last regression is a firm's gross cash dividends per share (Compustat annual data item 26) divided by its end-of-year stock price (Compustat annual data item 199) ("Dividend Yield"). Firm Size is the natural is the natural log of the book value of the firm's assets. Market-to Book is the ratio of a firm's market value of equity divided by the book value of its assets. Ebitda/Assets is a firm's earnings before interest, taxes, and depreciation divided by the book value of its assets. The Increase dummy takes the value of one in the two years after the block trade for those trades in which the block seller is an individual and the block buyer is a corporation. The Decrease dummy takes the value of one in the two years after the block trade for those trades in which the block seller is a corporation and the block buyer is an individual. All trades involve at least 5% of the firm's outstanding common stock. 
